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year 1966, computed in accordance with para-
graph (b)(2) of this section and after being re-
duced by the guaranteed payment made to A,
is $9,600. A’s distributive share of such gross
income is $4,800 and his distributive share of
income described in section 702(a)(9) derived
from the partnership’s business is $1,900.
Under paragraph (c) of this section, the guar-
anteed payment received by A and his dis-
tributive share of the partnership gross in-
come are deemed to have been derived from
one trade or business, and such amounts
must be aggregated for purposes of the op-
tional method of computing his net earnings
from self-employment. Since the aggregate
of A’s guaranteed payment ($6,000) and his
distributive share of partnership gross in-
come ($4,800) is more than $2,400 and since
the aggregate of A’s guaranteed payment
($6,000) and his distributive share ($1,900) of
partnership income described in section
702(a)(9) is not less than $1,600, the optional
method of computing net earnings from self-
employment is not available to A.

Example (5). F is a member of the EFG
partnership which is engaged in the business
of farming. F files his income tax returns on
the calendar year basis. The taxable year of
the partnership is the calendar year, and its
income is computed under a cash receipts
and disbursements method. Under the part-
nership agreement the partners are to share
equally the profits or losses of the business.
The gross income derived from the partner-
ship business for the year 1966, computed in
accordance with paragraph (b)(1) of this sec-
tion is $7,500. F’s share of such gross income
is $2,500. Due to drought and an epidemic
among the livestock, the partnership sus-
tains a net loss of $7,800 for the year 1966 of
which loss F’s share is $2,600. Since F’s dis-
tributive share of gross income derived from
such business is in excess of $2,400 and since
F does not receive income described in sec-
tion 702(a)(9) of $1,600 or more from such
business, he may, at his option, be deemed to
have received $1,600 as his distributive share
of income described in section 702(a)(9) from
such business.

[T.D. 6691, 28 FR 12796, Dec. 3, 1963, as amend-
ed by T.D. 6993, 34 FR 828, Jan. 18, 1969]

§1.1402(a)-16 Exercise of option.

A taxpayer shall, for each taxable
year with respect to which he is eligi-
ble to use the optional method de-
scribed in §1.1402(a)-14 or §1.1402(a)-15,
make a determination as to whether
his net earnings from self-employment
are to be computed in accordance with
such method. If the taxpayer elects the
optional method for a taxable year, he
shall signify such election by com-
puting net earnings from self-employ-
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ment under the optional method as set
forth in Schedule F (Form 1040) of the
income tax return filed by the taxpayer
for such taxable year. If the optional
method is not elected at the time of
the filing of the return for a taxable
year with respect to which the tax-
payer is eligible to elect such optional
method, such method may be elected
on an amended return (or on such other
form as may be prescribed for such use)
filed within the period prescribed by
section 6501 and the regulations there-
under for the assessment of the tax for
such taxable year. If the optional
method is elected on a return for a tax-
able year, the taxpayer may revoke
such election by filing an amended re-
turn (or such other form as may be pre-
scribed for such use) for the taxable
year within the period prescribed by
section 6501 and the regulations there-
under for the assessment of the tax for
such taxable year. If the taxpayer is
deceased or unable to make an elec-
tion, the person designated in section
6012(b) and the regulations thereunder
may, within the period prescribed in
this section elect the optional method
for any taxable year with respect to
which the taxpayer is eligible to use
the optional method and revoke an
election previously made by or for the
taxpayer.

§1.1402(a)-17 Retirement payments to
retired partners.

(a) In general. There shall be ex-
cluded, in computing net earnings from
self-employment for taxable years end-
ing on or after December 31, 1967, cer-
tain payments made on a periodic basis
by a partnership, pursuant to a written
plan of the partnership, to a retired
partner on account of his retirement.
The exclusion applies only if the pay-
ments are made pursuant to a plan
which meets the requirements pre-
scribed in paragraph (b) of this section,
and, in addition, the conditions set
forth in paragraph (c) of this section
are met.

(b) Retirement plan of partnership. (1)
To meet the requirements of section
1402(a)(10), the written plan of the part-
nership must set forth the terms and
conditions of the program or system
established by the partnership for the
purpose of making payments to retired
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partners on account of their retire-
ment. To qualify as payments on ac-
count of retirement, the payments
must constitute bona fide retirement
income. Thus, payments of benefits not
customarily included in a pension or
retirement plan such as layoff benefits
are not payments on account of retire-
ment. Eligibility for retirement gen-
erally is established on the basis of
age, physical condition, or a combina-
tion of age or physical condition and
years of service. Generally, retirement
benefits are measured by, and based on,
such factors as years of service and
compensation received. In determining
whether the plan of the partnership
provides for payments on account of re-
tirement, factors, formulas, etc., re-
flected in public, and in broad based
private, pension or retirement plans in
prescribing eligibility requirements
and in computing benefits may be
taken into account.

(2) The plan of the partnership must
provide for payments on account of re-
tirement:

(i) To partners generally or to a class
or classes of partners,

(ii) On a periodic basis, and

(iii) Which continue at least until the
partner’s death.

For purposes of subdivision (i) of this
subparagraph, a class of partners may,
in an appropriate case, contain only
one member. Payments are made on a
periodic basis if made at regularly re-
curring intervals (usually monthly) not
exceeding one year.

(c) Conditions relating to exclusion—(1)
In general. A payment made pursuant
to a written plan of a partnership
which meets the requirements of para-
graph (b) of this section shall be ex-
cluded, in computing net earnings from
self-employment, only if:

(i) The retired partner to whom the
payment is made rendered no service
with respect to any trade or business
carried on by the partnership (or its
successors) during the taxable year of
the partnership (or its successors),
which ends within or with the taxable
year of the retired partner and in
which the payment was received by
him;

(ii) No obligation (whether certain in
amount or contingent on a subsequent
event) exists (as of the close of the
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partnership’s taxable year referred to
in subdivision (i) of this subparagraph)
from the other partners to the retired
partner except with respect to retire-
ment payments under the plan or
rights such as benefits payable on ac-

count of sickness, accident, hos-
pitalization, medical expenses, or
death; and

(iii) The retired partner’s share (if
any) of the capital of the partnership
has been paid to him in full before the
close of the partnership’s taxable year
referred to in subdivision (i) of this
subparagraph.

By application of the conditions set
forth in this subparagraph, either all
payments on account of retirement re-
ceived by a retired partner during the
taxable year of the partnership ending
within or with his taxable year are ex-
cluded or none of the payments are ex-
cluded. Subdivision (ii) of this subpara-
graph has application only to obliga-
tions from other partners in their ca-
pacity as partners as distinguished
from an obligation which arose and ex-
ists from a transaction unrelated to
the partnership or to a trade or busi-
ness carried on by the partnership. The
effect of the conditions set forth in
subdivisions (ii) and (iii) of this sub-
paragraph is that the exclusion may
apply with respect to payments re-
ceived by a retired partner during the
taxable year of the partnership ending
within or with his taxable year only if
at the close of the partnership’s tax-
able year the retired partner had no fi-
nancial interest in the partnership ex-
cept for the right to retirement pay-
ments.

(2) Examples. The application of sub-
paragraph (1) of this paragraph may be
illustrated by the following examples.
Each example assumes that the part-
nership plan pursuant to which the
payments are made meets the require-
ments of paragraph (b) of this section.

Example (1). A, who files his income tax re-
turns on a calendar year basis, is a partner
in the ABC partnership. The taxable year of
the partnership is the period July 1 to June
30, inclusive. A retired from the partnership
on January 1, 1973, and receives monthly
payments on account of his retirement. As of
June 30, 1973, no obligation existed from the
other partners to A (except with respect to
retirement payments under the plan) and A’s
share of the capital of the partnership had
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been paid to him in full. The monthly retire-
ment payments received by A from the part-
nership in his taxable year ending on Decem-
ber 31, 1973, are not excluded from net earn-
ings from self-employment since A rendered
service to the partnership during a portion of
the partnership’s taxable year (July 1, 1972,
through June 30, 1973) which ends within A’s
taxable year ending on December 31, 1973.

Example (2). D, a partner in the DEF part-
nership, retired from the partnership as of
the close of December 31, 1972. The taxable
year of both D and the partnership is the cal-
endar year. During the partnership’s taxable
yvear ending December 31, 1973, D rendered no
service with respect to any trade or business
carried on by the partnership. On or before
December 31, 1973, all obligations (other than
with respect to retirement payments under
the plan) from the other partners to D have
been liquidated, and D’s share of the capital
of the partnership has been paid to him. Re-
tirement payments received by D pursuant
to the partnership’s plan in his taxable year
ending December 31, 1973, are excluded in de-
termining his net earnings from self-employ-
ment (if any) for that taxable year.

Example (3). Assume the same facts as in
example (2) except that as of the close of De-
cember 31, 1973, D has a right to a fixed per-
centage of any amounts collected by the
partnership after that date which are attrib-
utable to services rendered by him prior to
his retirement for clients of the partnership.
The monthly payments received by D in his
taxable year ending December 31, 1973, are
not excluded from net earnings from self-em-
ployment since as of the close of the partner-
ship’s taxable year which ends with D’s tax-
able year, an obligation (other than an obli-
gation with respect to retirement payments)
exists from the other partners to D.

[T.D. 7333, 39 FR 44446, Dec. 24, 1974]

§1.1402(b)-1 Self-employment income.

(a) In general. Except for the exclu-
sions in paragraphs (b) and (c) of this
section and the exception in paragraph
(d) of this section, the term ‘‘self-em-
ployment income’” means the net earn-
ings from self-employment derived by
an individual during a taxable year.

(b) Maximum self-employment income—
(1) General rule. Subject to the special
rules described in subparagraph (2) of
this paragraph, the maximum self-em-
ployment income of an individual for a
taxable year (whether a period of 12
months or less) is:

(i) For any taxable year beginning in
a calendar year after 1974, an amount
equal to the contribution and benefit
base (as determined under section 230
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of the Social Security Act) which is ef-
fective for such calendar year; and
(ii) For any taxable year:

Ending before 1955 ........ccccevvvviiniiiinininnnn. $3,600
Ending after 1954 and before 1959 ............. 4,200
Ending after 1958 and before 1966 ............. 4,800
Ending after 1965 and before 1968 ............. 6,600

Ending after 1967 and beginning before

Beginning after 1971 and before 1973 .
Beginning after 1972 and before 1974
Beginning after 1973 and before 1975

(2) Special rules. (i) If an individual is
paid wages as defined in subparagraph
(3) of this paragraph in a taxable year,
the maximum self-employment income
for such taxable year is computed as
provided in subdivision (ii) or (iii) of
this subparagraph.

(ii) If an individual is paid wages as
defined in subparagraph (3) (i) or (ii) of
this paragraph in a taxable year, the
maximum self-employment income of
such individual for such taxable year is
the excess of the amounts indicated in
subparagraph (1) of this paragraph over
the amount of the wages, as defined in
subparagraph (3) (i) and (ii) of this
paragraph, paid to him during the tax-
able year. For example, if for his tax-
able year beginning in 1974, an indi-
vidual has $15,000 of net earnings from
self-employment and during such tax-
able year is paid $1,000 of wages as de-
fined in section 3121(a) (see subpara-
graph (3)(i) of this paragraph), he has
$12,200 ($13,200 —$1,000) of self-employ-
ment income for the taxable year.

(iii) For taxable years ending on or
after December 31, 1968, wages, as de-
fined in subparagraph (3)(iii) of this
paragraph, are taken into account in
determining the maximum self-em-
ployment income of an individual for
purposes of the tax imposed under sec-
tion 1401(b) (hospital insurance), but
not for purposes of the tax imposed
under section 1401(a) (old-age survivors,
and disability insurance). If an indi-
vidual is paid wages as defined in sub-
paragraph (3)(iii) of this paragraph in a
taxable year, his maximum self-em-
ployment income for such taxable year
for purposes of the tax imposed under
section 1401(a) is computed under sub-
paragraph (1) of this paragraph or sub-
division (ii) of this subparagraph
(whichever is applicable), and his max-
imum self-employment income for such




